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Catch-as-catch-can Profits? 
= o¢ PLANNED PROFITS 2 


WHAT SHOULD YOUR PROFITS BE? 


The impact on profit by alert 
management can be great... 
if full advantage is taken of 
available techniques. 


We supplement successful management in the following areas: 


@ ORGANIZATION FUNCTIONS 
@ BUDGETARY CONTROL & STANDARD COSTS 
@ SIMPLIFIED COSTING 
@ INVENTORY CONTROL 
@ SIMPLIFICATION OF PAPER WORK 
@ KEY MAN BONUS PLAN 
@ JOB EVALUATION 
@ PRODUCTION CONTROL 
@ MARKETING COSTS 
@ CONTROL OF SALES 
@ PLANT & OFFICE LAYOUTS 

@ INCENTIVE PLANS 


J. EDGAR DION 


CONSULTING MANAGEMENT ENGINEER 


4643 SHERBROOKE STREET WEST — MONTREAL 6. CANADA 
GLENVIEW 1428 


We will be glad to outline our scope and methods and discuss your problems 
in a dignified and ethical way—Your inquiries are invited—No obligation, naturally. 











~w - 




















Cost and Management 








Vol. XXVIT JANUARY No. 1 








THE COST OF COST 

By Michael: ANDGt ys i sissaiesccocscsivecucsscascsdesensceateoassanteavantenspeneustcatasonanset 
Dr. Michael Albery, Associate Professor at Boston College, is the 
author of numerous papers in the fields of economics, finance and 
industrial management. His most recent articles appeared in the 
Political Science Quarterly, the Review of Social Economy, and the 
Review for Advanced Management. The Accounting Review will 
publish soon his paper on “Analysis versus Interpretation”. 


PRODUCT OR PERIOD COSTS—WHICH? 

Ee Breen SR LOG oa cscs ch caucgenss zeannscassveacascauncveesaresseresetereacenee ntact 
A graduate of the University of Illinois and a faculty member of 
this College from 1921 to 1925, Dr. Taylor is a Certified Public 
Accountant in Illinois. After serving on the staff of the University 
of Kentucky for a time, he joined Western Electric Co. as head of 
the Accounting Department. From 1933 to 1938, he was manager 
of the Cost Planning Department with the Nineteen Hundred 
Corporation. Since 1938, he has been a member of the faculty at 
Tulane University specializing in cost accounting, labor, and 
industrial problems. Dr. Taylor was National Director of N.A.C.A. 
in 1942-43. 


MUNICIPAL COSTING PROBLEMS 

Biv Paull Ee SenGeah nn saccsccc cess cashussescbeptstcperoce co ttoe eats ssaneeae ty eet 
Mr. Senécal holds the degree of Master in Commerce and 
Accountancy (University of Montreal), is a Chartered Accountant 
in the Province of Quebec and is a Professor in Governmental 
Accounting at the School of Commerce of the University of 
Montreal. Commencing his municipal career in 1933 as Deputy 
Chief Accountant for the City of Montreal, he was later appointed 
Chief Accountant, and in 1937 became Deputy Director of Finance, 
a position which he still occupies. Mr. Senécal is a member of 
N.O.M.A., the institute of Public Adm‘nistration of Canada and the 
Municipal Finance Officers Association of the United States and 
Canada. 


REGULAR DEPARTMENTS 


EDIE ORTAE GOMER ocdiccccccccesadeances scdscovevaceacsdaasstenctuavsresceccteqsevevcuegsautaens 
CS RO CRUE a vasiececechets he eisbrneicds eaten ce steereceo ep gs re 
PR@G@IEES) BIN EWEN. gcse, cneavescacecnsacusasdniss sure soucccieuscustasceyearadetaustenaueeoeneaeayenerenea 
CURRENT ARTICLES OF WNEERESD \00.25.1.cccccscssscsscasstrracnuaartenensurmetie 
SPUIPYONGE SECTION «5. voce ivccenccectcessrcxseessacevasssvovloceass ceotecnesscnaseastetsyss toners meet 


Published Monthly by the 
SOCIETY OF INDUSTRIAL AND COST ACCOUNTANTS OF CANADA 


Incorporated 1920 
Editorial and Business Offices: 66 King St. E., Hamilton, Ontario. 
J. N. Allan, R.I.A., Secretary-Manager and Editor. 








Subscription price to non-members, $5.00 per year. Single copies, 50 cents. Members 
desiring five copies or more of a single issue, may obtain them at 25 cents. Opinions 
expressed by articles and comment are not necessarily endorsed by the Society of 


Industrial and Cost Accountants. 


Authorized as second class mail, Post Office Department, Ottawa. 














| 
| 




















Introducing the new 
Cost and Management... 


With this issue, Cost and Management takes on an entirely new ap- 
pearance. As one makes his way through the issue, it will be seen that more 
than just the outward appearance has been changed. By way of introduc- 
tion to the new policy which has been adopted by the Publications Com- 


mittee, a word of explanation is in order. 


It will be noted that such departments as Society Notes, Chapter Notes 
and New Members have disappeared from the pages of Cost and Manage- 
ment. Members will find these columns, covering Society affairs, in the 
Monthly Supplement, “S.I.C.A. News’, the first of which is enclosed with 
this issue. The inclusion of these departments in a separate supplement, 
will allow more space in Cost and Management for the publication of tech- 
nical articles relating to accounting, cost accounting and management 


functions. 


A new innovation is “Editorial Comment’. A panel of members, each 
highly qualified in a specialized area of accounting and business manage- 
ment, have been appointed to the Editorial Board. These men will prepare 
and edit for this column authoritative comments on current matters of 


special interest to those in the field of industrial accounting and management. 


It is the hope of the Publications Committee that these changes reflect 
improvement, and every effort will be exercised to make the contents of the 


publication worthy of the Society. 


Changes are made for only one purpose—improvement. Whether 
or not this objective has been attained depends entirely upon the reception 
accorded these changes by our readers. Opinions, critical or otherwise, will 
be welcomed as a guide for the Publications Committee in the establishment 


of future policy. 
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Editorial Comment... 


Canadian Tax Foundation — Sixth Annual Tax Conference 

The work performed by the Canadian Tax Foundation is being ac- 
knowledged and appreciated not only in Canada but also abroad. The 
Journal of Accountancy, November 1952, has the following to say in an 
editorial: 

“A successful example of .. . collaboration . . . between 
professional societies of lawyers and accountants... is the 
Canadian Tax Foundation, which was established in 1945 by the 
Canadian Bar Association and the Canadian Institute of Chartered 
Accountants. It has a full time staff. It is financed by voluntary 
donations from business organizations and individuals. It conducts 
research in the field of taxation, publishes its findings, organizes 
conferences, and co-operates with government bodies in the investi- 
gation of factual data. It avoids all partisan propaganda, but offers 
constructive recommendations for improvement of the tax laws. 

The Foundation has had a highly successful career, and enjoys 
an excellent standing in Canada. Perhaps it suggests a useful 
course for lawyers and accountants in the United States.” 


Led by expert speakers, very successful discussions of 1952 tax high- 
lights were held at the Sixth Annual Tax Conference, which took place in 
Montreal, November 3rd and 4th, 1952. Included in the discussions were 
the problem of identifying income, the arms-length concept, income-splitting 
between husband and wife, and the continued discussion of the general sales 
tax. On the latter subject, the points of interest were: 


1. Publicity and information 

2. The unlicenced wholesale branch devised and constructive sales 
3. Exemptions 

4. Auditing 

Ne 


The legislation. 


For the first time, the forecast of what the Federal Tax program might 
be for the coming year, has been made the subject of study and discussion. 
The research staff of the Foundation, under the able direction of the newly 
appointed Research Director, M. Harvey Perry, had prepared a very in- 
formative data paper for this session. The gist of the paper, which was 
discussed in the daily press, was the fact that the coming budget year should 
produce a surplus of about $300,000,000 which could be available for tax 
reduction. The speakers’ subjects and the discussion centered around the 
question, what taxes, and to what extent, should be reduced on this basis. 
Heretofore the Tax Foundation attempted to be rather academic in their 


3 














COST AND MANAGEMENT 


approach, but this time an attempt was made, in the terms of the agenda, 
to introduce matters of a current nature. The discussion was on a very high 
level and it was very gratifying to see that leading experts not only partici- 
pated in the discussion and accepted suggestions from the speakers and the 
floor, but continued the exchange of ideas long after the official sessions 
were closed. 

From the accounting viewpoint, two new terms were coined in the 
discussion, which perhaps deserve recording. One was the term NIFO, 
meaning Next In First Out or accounting on replacement costs ascertained 
from orders released at the time the sales were made. The other expression 
was LOFO, Last On, First Off, which was used in connection with tax re- 
ductions suggesting that the tax increases which came on last should go 
off first. The data paper mentioned also the stamp tax on all cheques and 
notes. It was surprising to see that this tax brings in a revenue of only 
$5,000,000 a year. Accountants will certainly agree that the cost of 
handling excise stamps and accounting for the three or six cents are wholly 
out of proportion to the revenue the fiscus derives from this tax. The 
suggestion was made during the discussion to abolish this tax altogether. 

The conference was closed with an address on “public opinion and 
fiscal policy” by George Ferguson, the editor of the Montreal Star, which 
was a brilliant crowning of a remarkable conference. The Foundation 
issued recently a report of the proceedings to all its members. The individual 
membership fee is only $10.00. The Canadian Tax Foundation can be con- 
sidered a shining example for a research body in the field of economics and 
it is certainly not much guess work if one jooks forward to further achieve- 
ments of the Foundation in future. 


The New Ontario Corporations’ Act Bill 

Accounting is, to a marked degree, influenced and even governed by the 
provisions of applicable companies’ acts. The contents and set-up of finan- 
cial statements, as well as the auditing requirements, are laid down by these 
statutes. The Ontario Government has submitted a draft bill for the Cor- 
porations’ Act, 1953 (C. & M.S. ’52), which is expected to be enacted at the 
1953 session of the Ontario Legislature. This revision assumes greater im- 
portance since the Dominion Companies’ Act is also coming up for revision 
and a movement is on foot to co-ordinate all the legislation concerning cor- 
porations in Canada, as far as possible, by making the acts governing com- 
panies as uniform as possible. It can be expected that the Ontario revision 
will set the pace and influence the revisions of the Dominion and other 
provinces. 
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EDITORIAL COMMENT 


A special committee of the Institute of Chartered Accountants of Ontario 
has studied the draft bill and submitted recommendations which have found 
a very attentive hearing by the select committee of the Ontario Legislative 
Assembly under the Chairmanship of Mr. A. Kelso Roberts, Q.C. The 
Canadian Institute of Chartered Accountants is making a submission to 
Ottawa recommending the revision of the Dominion Companies’ Act. 


The sections dealing with the contents and make-up of the financial 
statements have been considerably enlarged and contain new regulations 
for the make-up of profit and loss accounts. The auditor will now be bound 
to report also on the operating statement. The use of the term “reserve’’ 
will be restricted to profit appropriations and amounts set aside under a 
contract which will be restored to accumulated profits when specified con- 
ditions are fulfilled. This seems a step in the right direction in clarifying 
accounting terminology. 


The draft bill introduces also, very far reaching provisions designed to 
protect minority shareholders, particularly making provisions for accumu- 
lative voting which should enable a minority to elect a proportion of the 
Board of Directors. A shareholder complaining that the affairs of the 
company are being conducted in a manner oppressive to him, may, in future, 
apply to the court for relief. 


The draft bill contains also, provisions which are open to questioning, 
as for instance, the provision that every share, including preference shares, 
shall be entitled to at least one vote and that preference shares may not 
be redeemed out of capital without confirmation by a supplementary letter 
of patent. The latter two provisions seem to step out of the confine of 
justified protection of shareholders because the voting rights are known 
to every shareholder at the time of subscribing or buying the stock. They 
seem to restrict the freedom of the shareholders to regulate their own affairs 
and will be particularly inconvenient in connection with Section 95A and 
following of the Income Tax Act (disposition of tax-paid surplus by issue 
of redeemable preferred shares). 

It should be possible to influence the Legislature before the final passing 
of the bill to modify or eliminate some of the contentious provisions. 
Accountants in industry should take a lively interest in the provisions of 
the draft bill and the efforts for revision of other companies’ acts as these 
statutes will, for many years to come, regulate the life of the corporations 
incorporated under them in fields in which the accountant is directly 
concerned. 
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Ryroll calculations 
in a twinkling by the _ 
Friden Calculator- A 


The Thinking Machine 






Automatically 
it takes work 
out of figure-work 





Watch the Friden Automatic Calculator 
handle a payroll and you'll realize 
its unmatched flexibility and capacity 


a 
for all kinds of “figure thinking”. 
Every computation — straight time, 
overtime, take-home pay, payroll re- ’ 


cap — performed automatically and 


with uncanny speed. THE THINKING MACHINE OF AMERICAN BUSINESS 
@ Exclusive features enable the You and the Friden Man will discover 
Friden to handle more steps in figure- important applications of Friden ‘figure 
work without operator decisions than thinking in terms of your own 


business. 


any other calculating machine ever ' F 
y venONS Figure on a Friden NOW — phone or 


developed. write the Friden Man near you. Friden 
Once the operator sets a problem on sales, instruction and merle available 

the keyboard — and touches the proper throughout the U.S. and the world. 

keys — no additional human motions FRIDEN CALCULATING MACHINE CO., 

are required. The Friden automatically INC., San Leandro, Calif. 

“thinks out’ accurate answers. Friden Calculating Machine Co. Inc. 


FRIDEN catcutatinc machine AGENCY 


Canadian Distributors: JOSEPH McDOWELL & CO. 
992 Bay Street, Toronto 5, Ontario 
Sales and Service in all principal cities. 



































C&M Round-Up... 


By N. R. Barfoot, R.I.A. 


THE PICTURE FOR '53—The general economics of Canada during 1952 was 
better than expected. A slow start in defense spending, credit reductions and early 
year buyer resistance to high prices was of no help in the first few months. However, 
an expanding economy such as we have could not be held in check for long and the 
year ended with the greatest gains of all time. 

Will '53 equal, better or be less than '52 is of interest as we turn into another 
12 month period. The following summary is the consensus of present thinking. 

Defense spending will see its biggest year, about 2 billion. 

Capital investment estimated at 5.1 billions—about the same as last year. 
Export trade high in first six months and then tapering—will reach '52 total of 
4.5 billions. 

Gross National Production, worth from 22.5 billions to 23.5 billions; last year’s 
total 22.5. 

Secondary industries report a good year ahead—e.g. textiles, shoes, television, 
automotive, and construction. 

Hydro will add 1.7 millions in H.P. to bring total to 14 million. 

Design and research on new products and methods is in high gear in Canada. 
The indications show at least as good a year in '53 as in ’52 and perhaps 
better. No visible signs of recession are evident despite talk of a slip back by 
U.S. Economists. 

WHEAT—In the past ten years the average annual value of the wheat crop has 
been 800 millions. 

Export of flour and grain in the last 10 years amount to 16% of all exports. 
Shipments of grain and flour accounted for 10% of all car loadings. 

Grain is 1214 times as valuable as oil to Canada. 

Substantial quantities of last year’s crop was shipped to Japan, Ceylon, India 
and Egypt. Several of these new customers were exclusive rice consumers. 
Rice has become more costly to produce than wheat and since we produce 
wheat more cheaply than most countries an increase in World demand will 
benefit the country as a whole. 

CARS AND TRAFFIC-—An estimate at war end of 3 million cars on Canadian 
roads by 1955 was thought completely unjustified. 

In 1952 this figure had been reached. By 1960 conservative estimates indicate 
4.5 million cars; a fifty percent increase. 

Our present system of highways and streets could not begin to accommodate this 
influx. 

New highways will be built, but a long range co-ordinated planning by province, 
county and municipality seems to be lacking. 

The incomplete widening of main arteries in towns, growth of business and 
residences, around main highways all suggest greater attention and responsibility 
toward the sometimes drastic solutions. 

DEFERRED DEPRECIATION—January 1st, 1953, has been set as the date on 
which deferred depreciation no longer applies to new projects. 

The regulations were put into effect April 10th, 1951, to curb construction 
projects and other expansion not considered essential to the defense program. 
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Interesting points are:— 

Claims for capital cost write off made under the original regulations are 
deferred until the fifth year after their completion or acquisition. 

What happens now since the regulation is being repealed in advance of original 
plans? 

How much real deferrment of capital expansion was made? The exemptions 
were rather broad. 

Can we expect a significant upsurge in capital expenditure next year due to a 
hold back on the part of industry for the last two years? 


ACCOUNTANTS AND THE CENSUS—The official count in 1952 list 34,151 
accountants and auditors. As a guess about 6,500 only of these are of degree status. 
The total declared number of accountants and auditors represents about 9% of the 
total professional group of 376,680. Only one group—(teachers) is larger. 

Clerical help accounted for nearly 566,000 or over 10% of the total employed 
group. A breakdown shows:— 

88,400 Bookkeepers and Cashiers 
276,300 Office Clerks 
138,500 Stenographers and Typists 
49,000 Receiving and Shipping Clerks 
11,000 Office Machine Operators 
2,600 Doctors and Dentists’ Attendants. 
Men in clerical jobs have increased 47%, women 104% 


CANADIAN AGRICULTURE—The Following points and comparisons show 
that farming is still of vast importance in the Canadian Economy. 


Farm population nearly 3 millions; over 20% of total. 

Rural population nearly 514 millions; over 38% of total. 

Enough wheat is produced annually to feed a population of 80 million people. 
8 acres per person is under cultivation in Canada. 2%4 acres in the U.S. and 
6/10 of one acre in The United Kingdom. 

Farm produce is worth annually 2 billions of dollars. Compared to 414 billions 
in all manufacturing and less than 2 billions each in retail trade and transpor- 
tation. 

800,000 people are engaged in agriculture directly or indirectly. 

Nearly 900 million dollars of farm produce is exported. Total exports are 
4, billions. 

The use of farm machinery is an indication of farm prosperity as well as change. 


The following table, based on a ten year period, demonstrates farm economics. 





1941 1951 
BIOKSES ccsecssnss.. 2.34 million 1.3 million 
(veto: es Scpattes , 159,700 400,000 
Combines i lcsinaidetsbeeans 7 19,000 90,500 
Major farm income by produce in 1951 was as follows:— 
RS PREIS = Sissavsicssanes snsiagv och ia vans ts teas neeuaaeteawipeiacasiescxarsiee $ 503 millions 
Vegetables ....... seteerssheus Lictttitttiteeeee 63.6 millions 
TOBACCO isieescsss. . -_ 41 millions 
Cattle, Sheep, Hogs . 687 millions 
Danity BrOdUCts aNd Eas. ......sccsseiscrscesesesosssessnnssees Ls csasncenth 381.2 millions 


Fruits millions 
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Save time with 
Addressagraph 


SIMPLIFIED BUSINESS SYSTEMS 


Addressograph writing is the fastest, most 
accurate method of putting words and 
figures on business forms. Chances are 
you are paying for Addressograph equip- 
ment whether you have it or not. Investi- 


gate Addressograph advantages, soon! 





ADDRESSOGRAPH - MULTIGRAPH 


of Canada Limited 
TORONTO — ONTARIO 
Sales and Service Branches Across Canada 











PERSONALS 

P. J. Carroll, R.I.A., has been promoted from Comptroller of Nova 
Scotia Steel and Coal Co. Ltd. to Comptroller of Dominion Coal Co. Ltd. 
and its subsidiary Companies. 

James D. Clark, R.I.A., has been appointed Vice-President and General 
Manager of the Bird Construction Co. Ltd., Winnipeg, Manitoba. He was 
formerly General Manager. 

C. F. Hembery was promoted to Managing Director and Secretary- 
Treasurer of Computing Devices (Canada) Limited in Ottawa, Ontario. 
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Books in Review... 
By George Moller, D.Jur., C.A., R.IA. 


ACCOUNTING FOR INFLATION 


A Study of Techniques under Conditions of Changing Price Levels 
by the Taxation and Research Committee of the Association of Certified 
and Corporate Accountants Published for the Association by Gee and 
Company (Publishers) Limited, 27-28 Basinghall Street, London EC 2, 
June, 1952; pp. 149; Price 15/- 


This book, introduced by a foreword by the Rt. Hon. Lord Latham, J.P., 
F.A.C.C.A., President of the Association, deals with the problem of the effect of 
changes in the purchasing power of money which he describes as “most difficult of 
immediate solution”. Quoting the foreword: 

“A decision must sooner or later be reached on the question whether there 

is not to be a reorientation towards replacement cost as the criterion of 

depreciation provision. It may well be than an immediate full swing in this 

direction is not the only solution. There are, perhaps, intermediate stages 

of compromise and adjustment of practice, and probably it is one of them 

that will provide an acceptable answer”. 

The book starts with a statement of the problem, highlighting depreciation, 
treatment of stocks and the permanence of price fluctuation. It then embarks into 
a well illustrated discussion of the strain on industry arising out of the deficiency in 
depreciation provision and the requirements for stock replacement. It presents the 
orthodox view as against the replacement cost approach for fixed assets and proceeds 
to summarize the treatment of current assets, stressing the similarity of the problem 
in the case of inventories. 

The highlight of the book is an approach to a practical solution of the problem, 
based on the use of revaluation or indices, e.g. those of costs of replacing buildings, 
plants and equipment prepared by the Economist Intelligence Unit in collaboration 
with the Association of Certified and Corporate Accountants for fixed assets and 
straight use of replacement costs for current assets. The authors offer mathematical 
formulae in order to present the argument and technique clearer. The final chapter 
“Criticism and Effect’ claims that the essential feature of the suggested technique 
would secure: 

(a) A proper computation of business income, and 

(b) A correct valuation of capital assets, by bringing all values into the same 

time dimension. 
The main theme is a plea for the injection of realism into accounts. 

Although the argument is certainly very interesting, timely and highly important, 
this reviewer fails to be impressed by the suggested method. Developments of the 
past year on this Continent have shown that prices do not need to rise all the time 
but can, as well, fall. Without discarding historical cost as the traditional basis of 
accounting, an improvement could be achieved by making disclosure compulsory of 
the extent to which reported net income fails to reflect absorption of fixed assets 
in terms of current purchasing power, by explanations and supplementary statements 
or similar means. 

An appendix of the reviewed book “The Situation in Other Countries’ aims 
at presenting a concise but comprehensive picture of the measures taken in Germany, 
Belgium, France, Italy, the United States and Canada, Sweden and Denmark. 
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BOOKS IN REVIEW 


It is regrettable that the paragraph devoted to this Continent, lumps the United 
States and Canada together on the flimsy excuse that Canada “has tended to follow 
the lead of the United States in the matters of accountancy and taxation’. Those 
living in Canada will certainly make substantial qualifications to this statement. This 
reviewer feels that the authors would have been well advised to request a summary 
of the situation in Canada and the United States from Accountants on this Continent 
which would probably have produced a clearer and more accurate picture of the 
development here. Certainly, misleading statements like “So long as total deprecia- 
tion did not exceed original cost, claims for tax-free depreciation which were not 
made in one year could be carried over into the next,” would have been avoided. 
Under the declining balance system, total depreciation cannot, of course, exceed 
original cost. The “select bibliography” at the end of the book fails to quote a 
number of important contributions published on this Continent, as for instance, 
“Effect of Inflation on Capital and Profits: the Record of Nine Steel Companies” by 
Ralph Coughenour Jones, Yale University, in the January, 1949, issue of the Journal 
of Accountancy, “Depreciation Policy When Price Levels Change,” Controllership 
Foundation Inc. (1948), and “Inflation: Challenge to Free Enterprise,’ Controllers 
Institute of America (1951). 

On the flyleaf, the publishers state that if the book succeeds “in stimulating 
discussion or provoking constructive dissent, it will have proved a useful contribution 
to the resolution of a major financial problem of modern times’. With this state- 
ment, the reviewer is inclined to agree. 


TAX-SAVING 


By Hugh B. Savage, C.A. A.C.1.S., Published by Kingsland Publications, 
P.O. Box 337, Montreal 6, 1952; pp. 146, Price $3.00. 

Earl C. Kingsland, who has had two decades of experience in the legal publishing 
business, presents this book as the first publication of a new company. The author 
states in the preface that he has tried “to integrate tax-saving information gathered 
from both tax and management sources, for the guidance of business men, consultants 
and students of Canadian business’. The volume is neatly arranged and if this 
publication reaches the public for which it has been written, will certainly contribute 
to the understanding of tax problems in business on a wider scale than usually 
encountered so far in Canada. To a certain extent, TAX-SAVING will fill a void in 
Canadian taxation literature which the reviewer has recorded on the beginning of 
1952 (“The Import of Tax Development on Business Policy” in the “Canadian Tax 
Review’). Although the importance of keeping the tax burden for the individual 
enterprise to the minimum within legal limits, is widely realized, only the exceptional 
member of management, who is not a professional accountant, keeps the tax angle 
continuously in mind when making business policy decisions. Mr. Savage’s presenta- 
tion of the problem is easily understandable, makes interesting reading (even for 
the expert) and will certainly help the tax consultant and tax expert in an enterprise 
to make himself better understood and more appreciated by his colleagues who lack 
sufficient knowledge and experience in tax matters. Some of the chapters end in 
summaries or check lists for management which present the questions which the 
author suggests should be asked constantly by and from managers. The reviewer liked 
particularly, the plea that ‘management should not be distracted by tax allowance 
features from determining the accurate depreciation’on the basis of engineering and 
business expectancies,” a warning too often neglected in practice. 
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Part III, “Saving the Savings from Taxes,” dealing with the taxation of accumu- 
lated surplus when distributed and similar problems, is quite original in its approach 
and presentation. Its main theme is arranging matters BEFOREHAND rather than 
wait until an unavoidable situation arises which forces the taxpayer's, or his estate's 
hand. 

The book could be improved in a second edition by having the chapter titles 
printed on the top of the pages instead of the repetition of the book title. A 
reference index has been omitted, perhaps on the assumption that this is a book of 
instruction rather than a book of reference. Nevertheless, an index would increase 
the usefulness of the book. 

DDP 31 is a costing memorandum issued by the Department of Defence 
Production and not a section of the Defence Production Act, as erroneously quoted 
on page 76. Unavoidable slip-ups like the quoted one will certainly not detract 
from the overall value of this new contribution to the steadily growing thesaurus 
of taxation literature in Canada, further facilitating management planning for 


taxation. 


CURRENT ARTICLES OF INTEREST TO INDUSTRIAL ACCOUNTANTS 


BONUS SYSTEMS 
INDIVIDUAL JOB BONUS PAYMENTS, by M. H. Roots, A.C.A.A. — The 
Australasian Institute of Cost Accountants Cost Bulletin, October 1952. 
THE COST ACCOUNTANT 
THE COST ACCOUNTANT’S RELATIONS WITH MANAGEMENT AND MEN, 
by F. C. Lawrence, M.C., B.Sc.Tech., F.C.W.A., A.M.I.E.E.—The Cost 
Accountant, December 1952. 
COST CONTROL 
ACHIEVING COST CONTROL OBJECTIVES, by H. E. Yardley, C.P.A.—The 
Canadian Journal of Accountancy, December 1952. 
AN INTRODUCTION TO STATISTICAL COST CONTROL, by L. Wheaton Smith 
—N.A.C.A. Bulletin, December 1952, Sec. 1. 
DEPRECIATION 
DEPRECIATION OF CAPITAL ASSETS UNDER CANADIAN INCOME TAX 
LAW, by Philip T. Clark, C.A.— The Canadian Journal of Accountancy, 
December 1952. 
DIRECT COSTING 
WILL DIRECT COSTING THEORY STAND INSPECTION? by George W. Frank 
—N.A.C.A. Bulletin, December 1952, Sec. 1. 
DISCOUNTS 
A PATTERN FOR SUBSTANTIATING QUANTITY DISCOUNTS, by R. A. 
Kosloske—N.A.C.A. Bulletin, December 1952, Sec. 1. 
A REPORT ON THE CASH DISCOUNT FICTION, by Arthur Blake, C.P.A. — The 
New York Certified Public Accountant, October 1952. 
GOODWILL 
THE ASSETS OF GOODWILL (PART I), by a Practising Advocate — The 
Accountants’ Magazine, December 1952. 
INCOME TAX 
INCOME TAX ADMINISTRATION, by E. C. Leetham — Business Management, 
December 1952. 

















CURRENT ARTICLES OF INTEREST 


INFLATION 

DEPRECIATION AND MAINTENANCE OF CAPITAL DURING INFLATION, by 

John E. Kane, C.P.A.— The Journal of Accountancy, December 1952. 
INSTITUTIONAL ACCOUNTING 

INSTITUTIONAL UNIT COST, by Earle L. Washburn, C.P.A.— The New York 
Certified Public Accountant, October 1952. 

THE TERMS “SURPLUS” AND “RESERVE” AS APPLIED TO NON-PROFIT 
INSTITUTIONS, by Max Wasser, C.P.A.— The New York Certified Public 
Accountant, October 1952. 

INSURANCE 

AUDITING THE INSURANCE DEPARTMENT, by J. J. Cruise — The Internal 
Auditor, December 1952. : 

INTERNAL AUDITING 

CO-ORDINATION BETWEEN INDEPENDENT PUBLIC ACCOUNTANTS AND 
THE INTERNAL AUDITING DEPARTMENT, by D. M. Russell — The Internal 
Auditor, December 1952. 

LABOUR 
LABOUR AS A PROBLEM IN RISING COSTS, by N. H. Routley, B.Ec. — The 
Australasian Institute of Cost Accountants Cost Bulletin, October 1952. 
MARKET ANALYSIS 
“FIGGERING” THE MARKET, by Frank H. Roby — The Controller, December 1952. 
MECHANICAL EQUIPMENT 

ELECTRONIC CALCULATION MACHINES IN INDUSTRY AND COMMERCE, 
by B. B. Swan — The Cost Accountant, December 1952. 

YOUR TABULATING INSTALLATION NEEDS ATTENTION, by J. L. Marley — 
N.A.C.A. Bulletin, December 1952, Sec. 1. 

OFFICE ORGANIZATION AND MANAGEMENT 

ACCURACY CONTROL OF THE TABULATING DEPARTMENT, by C. W. Plum 
—The Internal Auditor, December 1952. 

THE COMING OF AGE OF CLERICAL COST CONTROL, by Richard F. Neuschel 
—The Controller, December 1952. 

OIL 

ACCOUNTING FOR A BULK OIL PLANT, by S. C. Matthias — N.A.C.A. Bulletin, 
December 1952, Sec. 1. 

PRODUCTION CONTROL 

THE PRODUCTION MANAGER’S PROBLEMS, by H. Adcock — The Australian 
Accountant, November 1952. 


PRODUCTIVITY 
“ANNUAL IMPROVEMENT FACTOR” ANALYZED — The Controller, December 
1952. 
PUBLICATIONS 


ACCOUNTING FOR MAGAZINE PUBLISHERS, by Reinhold Dreher, C.P.A. — 

The New York Certified Public Accountant, October 1952. 
RECORDS 

PLANT ACCOUNTING RECORDS FOR AN OIL REFINERY, by S. E. Marquart — 

N.A.C.A. Bulletin, December 1952, Sec. 1. 
REPAIRS AND MAINTENANCE 

MANAGEMENT TECHNIQUES CUT MAINTENANCE COSTS 20% —Factory 

Management and Maintenance, December 1952. 
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TURNOVER OF MAINTENANCE SUPPLIES, by the Technical Service Department 
—N.A.C.A. Bulletin, December 1952, Sec. 1. 
REPORTS 
ACCOUNTANTS, REPORTS AND WORDS, by Milton Huebsch —N.A.C.A. 
Bulletin, December 1952, Sec. 1. 
SMALL BUSINESSES 
FINANCING THE SMALL BUSINESS, by John Kinross—The Accountants’ 
Magazine, December 1952. 
SYSTEM FOR SMALL BUSINESS WITH SUDDENLY EXPANDED VOLUME, by 
E. G. Scovil, C.P.A. — The Journal of Accountancy, December 1952. 
STATISTICS 
AN INTRODUCTION TO STATISTICAL COST CONTROL, by L. Wheaton Smith 
—N.A.C.A. Bulletin, December 1952, Sec. 1. 
SYSTEMS 
GENERAL PRINCIPLES OF SYSTEM WORK, by Arthur B. Toan, Jr., C.P.A. — The 
New York Certified Public Accountant, October 1952. 
SYSTEMS FOR SMALL BUSINESS WITH SUDDENLY EXPANDED VOLUME, by 
E. G. Scovil, C.P.A. — The Journal of Accountancy, December 1952. 
UNIVERSITY 
ALLOCATION OF UNIVERSITY ENDOWMENT FUND INCOME, by Francis X. 
Fields, C.P.A. — The New York Certified Public Accountant, October 1952. 


ADDRESS OF PUBLICATIONS 
N.A.C.A. Bulletin, 505 Park Ave. (Fourth Floor), New York 22, N.Y. 
The Journal of Accountancy, 270 Madison Ave., New York 16, N.Y. 
The Cost Accountant, 63 Portland Place, London W1, England. 
The Australian Accountant, Butterworth & Co. (Australia) Ltd., 430 Bourke St., 
Melbourne, Australia. 
Factory Management and maintenance, 330 W. 42nd St., New York 36, N.Y. 
Business Management, 100 Simcoe St., Toronto, Ont. 
The Accountants’ Magazine, 27 Queen Street, Edinburgh 2, Scotland. 
The Controller, 1 East 42nd Street, New York 17, N.Y. 
The New York Certified Public Accountant, 677 Fifth Avenue, New York 22, N.Y. 
The Canadian Journal of Accountancy, 123 St. Clair Ave. W., Toronto, Ont. 
The Internal Auditor, 120 Wall St., New York 5, N.Y. 
The Australasian Institute of Cost Accountants Cost Bulletin, Bank House, Bank Place, 
Melbourne, C.1, Australia. 





MANAGEMENT'S PLANNING FOR TO-MORROW 
will be the theme of 
32nd ANNUAL “COST AND MANAGEMENT” CONFERENCE 
to be held in 
THE NOVA SCOTIAN HOTEL, HALIFAX, JUNE 23rd, 24th, 25th 


A special feature this year will be a Workshop Exhibit 
The members of the Halifax Chapter welcome you 


Make your plans NOW to attend 
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DITTO HELPS | 
“DELIVER THE 
GOODS’ ,° 
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done in every line of business. 


Without mats—without stencils—Ditto streamlines procedures 
of the most complex nature—takes routine office copying in stride 
— provides copies of anything written, typed or drawn in 1 to 8 





MANUFACTURING 

Order and Billing Systems 

Production Order Systems 

Purchase Order Systems 

Payroll Systems, Accounting Reports 

Salesmen's Bulletins, Price kk 
Sheets, Quotas, etc 

Charts, Maps, Graphs, Drawings, etc. 


WHOLESALERS 

Order and Billing Systems 
Salesmen’s Bulletins, Price Book Pages 
Price Book Changes 

FINANCIAL INSTITUTIONS 


Daily, Weekly and Monthly Statements 


r) Trust Reports, Stock Transfers 


Installment Loan Systems 


INSURANCE COMPANIES 
; Policy Card Records, Bulletins to Agents 
Reports, Statements & Abstracts 


PUBLIC SERVICE 


Merchandise Orders, Service Orders 


= Requisition and Purchase Order 
Systems, Bid Requests 

: RAILROADS 

i Passing CarReports, OperatingReports 
a Car Interchange & Interline Exchange 


Accounting and Financial Statements 


MEAT PACKERS 

Order and Billing Systems 

Sales Bulletins and Price Lists 
Accounting and Financial Stotements 


DEPARTMENT STORES 
Accounting and Financial Reports 
Sales and Stock Reports 

Ruled Forms, Bulletins, etc. 


CHAIN STORES 
Warehouse Order and Billing 
Price Lists and Chonges 
Advertising Layouts 


CONSTRUCTION & BUILDING 
Specifications, Bid Requests 
Drawings and Sketches 


PRINTING & PUBLISHING 
Printing Orders 

Advertising and Circulation Statistics 
Advertising Presentations 

Payroll Systems Zi 
Reports and Statements 


ASSOCIATIONS 
Bulletins to Members, Credit Inquiries 
Statements and Reports 


ACCOUNTANTS 

Profit and Loss Statements 
Balance Sheets, Audit Reports 
Ruled Forms, Working Papers 


GOVERNMENTS 
Accounting Reports, Bid Requests 
Purchase Orders 

Engineering Drawings 

Charts and Graph+ 
Specifications 
Material Lists 



















Profitable peacetime operations stem from prompt delivery of 
goods—things accomplished—costs curtailed! Supreme in the 
field of business systems, Ditto’s One-Writing Method has proved 
itself the easier—quicker—more economical way to get things 


colors—assures photographic accuracy. Master sheets—on paper 
stock—are so inherently flexible that all, or any part, of data may 
be used (or added to) whenever, wherever needed. 


Call or write today for 
more facts about Ditto. 


Ce Uniting 
Business Syasltona 





.@2@eeeeee262 MAIL COUPON TODAYaamem 


<2 
DITTO OF CANADA, LTD._ 
310 Spadina Ave., Toronto, Canada 
Please send us free, without obligation, actual 
forms and literature showing how ‘Vitto can 
be used in your business. 


CR Tis ods cc ccvcctscnccees errr rer . 
ME NEMO soc ssccccscessiccescesece THMt. cc ccccceces see 
Address .. eekeesen ese besdeeseeeenan eee 





















The Cost of Cost... 


By Dr. Michael Albery 


Associate Professor of Finance 
and Industrial Management, Boston College 


While cost problems are foremost in the minds of accountants and 
industrial executives,—little literary contribution has been made about 
the expenditures connected with the arriving at cost. The author offers 
constructive advice and throws light on this important topic. 


The keeping of records frequently involves considerable expense. The 
analysis and interpretation of records involves further expense. The ques- 
tion arises — how high should these expenses be? In what ratio should 
they be to direct labor costs, to sales, to other expenditures? It is the 
purpose of this paper to bring some light upon a subject which, to the best 
of the author’s knowledge has remained untouched in Management and 
Accounting literature. 


Heterogeneous Departments 

In some companies, the cost department is in charge of invoicing. A 
considerable amount of government business on the books of these com- 
panies make it a practical expedient to entrust the partial payment billing 
to the men in charge of the work in process inventory. In other companies 
the cost accountants keep records of the inventory, dollarwise as well as 
of the physical inventory and thus perform material control functions. They 
may also be in charge of estimating, or of extending estimated direct labor 
hours — done by the methods department — into a dollar equivalent. In 
organizations where members of a cost department are concerned with 
billing, estimating, material control, (or any other activities which are not 
cost functions in the strict meaning of the word) these functions are not 
properly chargeable to “cost of cost’. If a cost department were not in 
existence, some other part of the organization would have to perform these 
functions. 


The reader should not be led to the deduction that in the author's 
opinion a cost department should be limited strictly to cost activities. On 
the contrary, whatever related functions can conveniently be performed by 
the cost accountants, should be entrusted to them. In computing the “cost 
of cost”, however, the performance of the extraneous or related functions 
has to be considered as a separate additional responsibility. This responsi- 
bility involves the maintenance of separate records, the preparation of 
special reports, the use of personnel in the department which under a 
slightly different set-up would be connected with another organizational 
unit; it therefore involves the application of time and effort to activities 
which cannot be labelled precisely as cost work. 
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THE COST OF COST 


When you examine your departmental expenses and see a high figure 
for the “cost department” —it is appropriate to ascertain just what the 
department actually does. To do justice to the cost department, you should 
segregate all these extraneous activities, in order to arrive at the cost of 
“cost proper”. The process could also be reversed by first specifying what 
should be understood under “cost proper’. 


True Cost Functions 


Coming back to semantics, let us try to arrive at the “meaning of 
meaning” of the word “‘cost’’. The employees who contribute to the creation 
of cost reports, by posting the material, labor and burden necessary for the 
accomplishment of jobs or projects, — the employees working on the com- 
putation of overhead rates, — the employees working on the analysis of cost 
and the interpretation of cost surveys, are beyond doubt performing ‘‘cost 
functions’. If, besides performing these specific duties, they also perform 
other functions, the time absorbed by these other functions is not “cost 
proper”. 

After segregation of non-cost elements, some executives may be sur- 
prised when they discover how little the current true cost work actually 
costs. Heavy expenses do occur when a new system is installed; a crew of 
experts is hired to study a given situation, to recommend the most adequate 
method of operation, to install a system, to write a manual or a procedure. 
These expenses, however, are usually of a non-recurring character; if the job 
is well done they are immediately justified by an improvement in the volume 
quality and timeliness of the data any new system seeks to produce. 


100% Accuracy! 


When the market becomes competitive, then the approximate knowledge 


of the level and distribution of cost becomes insufficient. The desire for 
more information, for precise information, for information available im- 


mediately becomes an urge which, however, can easily lead the cost conscious 
executive to wrong decisions. 


— Let us get it with 100% accuracy! The reader and the author have 
heard that statement before and may hear it again. 


So called 100% accuracy is of course, costly. It means more clerks, 
more records, more forms, more coordination, more contacts and frictions 
with departments from which the information is expected to flow. Is this 
100% accuracy necessary, does it pay, are the results arrived at in fair relation 
to the effort expended? A definite relation must exist between the effort 
dispensed to reach a certain aim and the value of the information aimed at. 

Some aims may be set so high that they are entirely impractical. 
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Let us examine 100% accuracy in connection with direct labor cost in a 
shop where a job lot system is used. What methods may be used to gain 
the knowledge of exact time spent on definite jobs or operations? 

The operators themselves may be asked to write their own time tickets; 
foremen or group leaders may be requested to perform this task; or time- 
keepers may be hired for this purpose. Which of these methods assures 
greatest accuracy? Most of the cost and shop men would be of the opinion 
that foremen know best what jobs they allot to their operators and when 
they start working on them. Thus greatest accuracy should be reached by 
requiring the supervisor to write the job cards. 

The question arises — is this method practical, and economical? How 
does it affect ‘the cost of cost’? Should a foreman responsible for the 
efficient operation of a shop spend his valuable time writing job tickets? 
What about the operators themselves? Some operators may be most careful 
in reporting correctly the time spent on various jobs during a day. Others 
may consider it a nuisance to do “clerical” work and be rather negligent. 

The use of timekeepers is widely recognized as the most practical, 
cheapest and most reliable method. 

Timekeepers are constantly faced with the problem of allocating the 
time spent away from work, the kind of time which cannot be classified as 
idle time due to machine breakdown, shortage of material, interruption in 
the supply of power. One man may be leaving his bench every few hours 
for 10-15 minutes. While he is away, his present work has to be inter- 
rupted and a rush job set-up. Will the 10-15 minutes be charged to the 
old or to the new job? 

Where is the 100% accuracy? It does not exist in direct labor cost nor 
does it exist in material cost. Endeavors to arrive at it would be futile and 
involve heavy additional and unnecessary “cost of cost’. A steady flow of 
information, about 959% accurate, which can be reached at reasonable expense 
is more reliable and considerably cheaper than the aim at perfection. 


Modern Methods 

Every system involves definite expenses. Whether you operate with 
hand written records, use hand punched cards or resort to mechanically 
punched cards, and tabulating methods, you have to employ a certain amount 
of clerical help and supervisory help, to use some office equipment. 

Modern office machines can contribute to a considerable reduction of 
“cost of cost’’ under the condition that sufficient volume is available. The 
rent of a medium size tabulating set-up may be equivalent to the salaries of 
four or five accountants or six to eight clerks. Or it may be equivalent to 
the salaries of one supervisor and four or five employees. 
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The machines do not run without brains and manual work behind them. 
A medium size tabulating set-up may need a supervisor, three or four 
punching clerks, two or three employees to take care of sorting, correlating, 
and tabulating. Rent plus the necessary clerical help thus may amount 
together to the salaries of more than a dozen employees. 

To evaluate the advantages you may derive from the use of a tabulating 
set-up, you should figure the total cost of rent (or depreciation, if you pur- 
chase the equipment) plus the salaries of employees needed to run it, the 
increase in your overhead due to floorspace, etc.; then you should contrast 
or compare machine methods expense against a manual method in which 
a definite amount of clerical help is required. The method which proves 
more efficient and yet remains within the bounds of sound economy should 
be your choice. 

To evaluate this part of the “cost of cost’, you will have to deduct 
the time absorbed by all the various other services a tabulating equipment 
provides, and arrive at the approximate figure of the time absorbed by cost 
functions only. The ratio of the time absorbed by cost functions only to the 
total time will give you the ‘‘cost of cost’’ connected with tabulating. 

Besides the out of pocket cost, you will have to evaluate factors like 
accuracy, timeliness, reliability, regularity, as well as the possibility of 
obtaining various valuable data, unattainable promptly by manual methods. 
Timeliness, by the way, can be defined here as that quality in a method where 
the data are obtained soon enough to deflect conditions that can be remedied 
immediately. In short, timeliness, like time itself, is worth money. 

Embarking upon the rental or purchase of tabulating equipment when 
the size of operations does not warrant the expense, amounts to a decision 
which may cause considerable embarrassment to management. If your 
operations are on a scale yet too small to warrant the purchase or the rental 
of machine tabulating equipment, you may still derive most of the benefits 
of such machines by renting, on an hourly basis, the services of a tabulating 
firm. If you come to the conclusion that the extent of your transactions and 
operations does not at all warrant the use of tabulating, it may be a wise 
manifestation of modesty in the right place to abandon the whole idea. 


Analysis and Interpretation 

Machines have no temperament. They are rarely sick, mostly punctual 
and turn out work at a regular pace. 

When you do have the tabulating equipment — are you equipped to 
process the work turned out by it? 

By processing we do not mean merely the use of the figures arrived 
at to prepare journal entries, to make work in process inventories, to turn out 
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in time the payroll or the machine load. These are at present almost me- 
chanical functions. So much experience has been gathered in these fields 
that the installation presents few problems. 

Proper processing implies initiative in molding the reports into such 
shape that they can be used for the study of special situations, for the pre- 
paring of material on which sound executive decisions can be based. To 
perform these functions high caliber, competent and ambitious employees 
are needed. Full advantage of modern tabulating equipment cannot be 
derived if employees of high caliber are not available. In some organizations 
the employees capable of analyzing and interpreting reports set-up accord- 
ing to their schemes may not be classified as cost men. None, however, 
are more valuable and important, none are more the intrinsic part of the 
cost of group workers. Whether you have tabulating equipment or not, 
your analysts and cost interpreters are a part of your “cost of cost”. You 
have, therefore, to add their salaries to your evaluation of ‘‘cost of cost’. 


Influence of Outside Factors 

The “cost of cost” can be easily influenced by factors outside the cost 
work proper. 

Smooth flow of information is needed to assure a smooth performance 
of cost functions. 

Reasonable correctness and time are the two dominant factors. It 
information flowing into the cost records is incorrect, the cost records are 
wrong and the analytical deductions arrived at are wrong. If the informa- 
tion needed to set-up cost records comes late, it is recorded late and has not 
the value of timeliness. It retains however a historic value. 

Slow and unreliable flow of information obliges the employees in charge 
of costing to do a considerable amount of chasing. Chasing is time- 
consuming; it requires a larger staff, follow up work, causes delay in the 
meeting of schedules. It may or may not contribute to the improvement of 
the set-up in the departments from which the information should flow 
smoothly. 

Estimates which are in no relation to cost may cause perplexity at the 
cost end of the manufacturing process. Time-consuming research may be- 
come necessary to find out whether the cost was incorrectly computed, or 
whether the estimates were in no true relation to probable actual cost. 

Besides the shadowy sides of the chasing for correct information, the 
chasing has one sunny side. It brings to light organizational shortcomings. 
It induces management to take remedial action on various sectors of the 
organization, to overhaul thoroughly some departments so that their work 
can be properly coordinated with the rest of the organization. 
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... And Standards 

In a paper on “cost of cost’’ some mention should be made of standard 
cost. The introduction of standard cost implies the availability of good 
standards. The setting up of standards involves considerable expenses, 
which are justified only under specific circumstances. It is a fallacy to 
assume that standards are the panacea for all evils and troubles in cost ac- 
counting. Before embarking upon the installation of a standard cost system, 
some estimating of the cost of installation is certainly advisable. A com- 
parison between the expense of operating the present system and the operat- 
ing of a standard cost system is also recommendable. Some practitioners 
and some text book writers are liable to take it for granted that the “cost of 
cost” of a standard system is lower. They keep in mind the mere clerical 
side of “‘cost of cost’’ and overlook the expense connected with setting new 
standards, changing old standards, revising standards, etc. In some cases 
the clerical work involved in a standard cost system may mean a considerable 
increase of expenses over and above the cost of carrying the normal job 
lot system. 

The advantages of a standard cost system should not be taken for 
granted. The “cost of cost’ should be carefully weighed against the ad- 
vantages before any definite decision is taken with regard to the installation 
of a system. The interim period between the actual working of a standard 
cost system and the abandoning of the job lot system in operations should 
be carefully planned. The enthusiasm with which a new system is started 
may lead to the neglect of the available tool of management and leave a 
company in a dangerous vacuum. 


Know Your “Cost of Cost” 

We are accustomed to figure the cost per units produced, the cost of 
specific operations, the cost of scrap and waste, the cost of distribution, the 
cost of advertising. Why not figure the ‘‘cost of cost”? It certainly should 
not be considered as a luxury to find out how much this essential tool of 
management costs. Let us recall, therefore, the principal topics of this paper: 
overlapping departmental duties, true cost functions, old systems versus new 
ideas, practical and theoretical accuracy, what true ‘‘cost of cost’’ should be, 
influence of outside factors, . . . standards and final results. 

Then following the method advocated above you may come to the con- 
clusion that the actual expenses are low, that the amounts budgeted for the 
cost department include non-cost work, that it pays to expend your analytical 
staff, to interpret your statements thoroughly, in other words, that it pays 
to find out the real ‘‘cost of cost”. 


21 














Product or Period Costs—W hich? 
By Paul C. Taylor 


Professor of Accounting, Tulane University 


The author is an exponent of the theory that many expenses which 
are conventionally divided between inventory and cost of sales would be 
better treated as period costs. In this paper he discusses the problem 
from the points of view of top management and the plant supervisor, 
drawing on various illustrations to support his arguments. 


Back in 1941 I took my pen in hand and wrote a forum letter which, 
in due course, was published in the N.A.C.A. Bulletin. 


Then I began to receive letters from everywhere. Finally, by actual 
count, 141 of them arrived. Only six of them were of the nice, polite, 
congratulatory type. The other 135 contained a noticeable castigation flavor. 
In fact, they literally climbed on my frame, walked down my throat and 
proceeded to chew me out. At first, I felt rather subdued and contrite over 
what I had done. Now, however, there seems to be a growing indication 
that I may be vindicated as time goes by. 


All I said in that letter was something to the effect that in my opinion 
we had gone overboard in the matter of distribution of expenses in our 
handling of factory overhead. That the place and time to control expenses 
is as close as possible to the point of expense incurrence and not after the 
expenses have been scattered over about everything in the plant. That 
through expense distribution, followed by overhead rate determination, fol- 
lowed by the application of the rates, including the application in the costing 
of work in process and finished goods inventories, we might be misstating 
both inventories and profits. That, in turn, could mislead management. 


The Basic Problem 

All of this edges into the field of the current popular debate over just 
what should be treated as product costs and what should be treated as period 
costs. Some refer to this as the direct versus the conventional methods of 
costing. Some draw a line across the income statement through the gross 
profit figure and think of all costs above that line as product costs and all 
costs below the line as period costs. That is, this is true with the exception 
of a number of items such as cost variances from standards, shipping costs, 
inventory adjustments for write-offs, inventory adjustments to new standard 
costs, and a number of others which are really period costs but which in most 
cases are charged to cost of sales. Still others choose to look upon the 
problem as a matter of what costs should be included and what costs ex- 


cluded from the inventories. 


22 








PRODUCT OR PERIOD COSTS — WHICH? 


Basically then, the problem seems a relatively simple one of proper 
expense classification, but the complications set in, in disagreements over 
matters of definition and in differences in thinking over just what certain 
expenses incurred are the cost of. For instance, we are all familiar with the 
three common main divisions of expenses into Manufacturing (or Factory), 
Selling and General Administrative. There is quite a tendency to think 
that any and all expenses incurred at a factory no matter what gave rise to 
them, or no matter of what they are a cost, that they must be treated as 
wholly product costs and consequently divided between cost of Sales and 
Inventories. Some revision in thinking on this score might demonstrate 
that it is possible to get better control through accounting analysis and 
reports if some of these classifications are switched from product to period 
costs. 


Finally, one of, if not the main fly in the ointment seems to center 
around the treatment of fixed charges in the production end of the game. 
Apparently, it is a sacrilege to so many to part with the idea that these items 
are a cost of production and to begin thinking of them, or at least many 
of them, as period costs. 


Management's Problem 

With more of an idea of jogging our thinking than of coming to specific 
conclusions, I would like to devote the remainder of this paper to a dis- 
cussion of the problem from the points of view of top management and the 
plant supervisor. 

First, suppose we are in the office and we have just handed him two 
income statements in comparative form. It doesn’t make any difference 
whether they are annual statements or interim monthly statements. These 
figures show that for the periods of time covered every single item with the 
exception of two, have remained approximately the same. The two ex- 
ceptions are the net income for the period and the under- or over-absorbed 
burden figures. In one case the percentage of net income to sales is 8% 
and in the other 2%. This is all caused by the fact that a higher rate of 
production in one period than in another created a fairly large over- 
absorption of burden in the period of high activity and an under-absorption 
in the period of low activity. 

Now what can the boss do when he is handed such figures? His sales 
were the same, his selling and administrative costs were the same and even 
his manufacturing costs were the same, until the accountant came along and 
dumped the under- and over-absorbed burden figures into cost of Sales. If 
the boss is a good accountant (and how many of them are?), he might under- 
stand your explanation about the change in production activity. More likely 
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he does not understand and remains puzzled and at a loss as to what to do 
about a drop of profits from 8% to 2% of sales. 

In an attempt to better satisfy the boss, what would be wrong if the 
accountant began to think something like this? Here I have a classification 
of overhead expenses. It is divided between those which are fixed, that is, 
those which I know I have to meet whether a wheel in the plant turns or 
not, and those which vary or slide up and down as production in the plant 
slides up and down. Just what are these expenses the cost of? Here under 
the fixed classification are such items as insurance, rent, taxes and deprecia- 
tion. Are these after all a cost of production or are they the cost of just 
having a plant there and standing ready to produce? In other words, are 
they a function of time, a period cost, rather than a product cost? If they 
are the former, then that leaves only the variable expenses as product costs. 
Suppose the accountant now recasts his statements in the light of this think- 
ing. He includes only the variable expenses in his cost of sales and in his 
inventories. If the expenses are truly variable, he is a little surprised to see 
that they give the same gross profit figure for both periods. Now, if he 
shows the fixed expenses below the gross profit as a period cost, and if these 
are truly fixed expenses, they will be the same for both periods and this 
will cause the net profit for the two periods to be the same. Pretty ob- 
viously, this not only states the truth per the stipulations above but also 
gives the boss some figures he can understand, figures which he can see are 
in accordance with what actually took place in the business. 

Perhaps a second elementary illustration might help. Assume that it 
costs Chicago Southern Airways $500 to fly a plane from New Orleans to 

. Louis. If only five passengers make the trip, the cost is $100 per pas- 
senger and the company obviously loses money for the one way fare is only 
about $45. If ten people ride the cost is $50 per person, $25 per person if 
20 ride and $16.67 per person if 30 make the trip. Bosses can’t do much 
with figures like these. They are meaningless unless premised with the 
volume of traffic in each case. The cost is a fixed cost and it would be 
better to get some other base to use for cost information. 

In what I said a moment ago, I intentionally led you to believe that 
I am advocating the omission of all fixed charges as product costs. A grow- 
ing number of concerns are following this procedure. As long ago as 
August of 1947 when N.A.C.A. issued its Research Series No. 10 on “Costs 
Included in Inventories,” 12 companies out of the 150 covered in the survey 
were excluding either all overhead or all fixed charges and treating them 
as period costs. 

One of the important costs commonly classified as fixed is depreciation. 
I have no desire to debate depreciation theories with you, after all of the 
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reams of writings and oral expositions on the subject. However, as previously 
stated, depreciation as well as other fixed costs have become so firmly em- 
bedded in the thinking of so many accountants as elements of production 
cost, that it naturally rubs the fur the wrong way to move them down in the 
income statement among the period costs. It took a long time for ac- 
countants to get depreciation up to where it is now and it may seem like a 
decided backward step to so many to do what seems to be going back to 
the old days when we exhibited the last figure on the income statement both 
before and after depreciation, much like we exhibit Federal Income Taxes 
now. 

To those who feel that they just must stick to present methods, I would 
like to suggest a milder change which I believe might be helpful. Yet, with 
this suggestion should also come a warning that it does lead into an incon- 
sistency. You are aware of what it means for accountants to be accused of 
being inconsistent. How then can we get around the trouble depreciation 
causes by virtue of being classified as a fixed expense? The answer is very 
simple. Just classify it as a variable expense where it should have been all 
along anyway. Many of you may think this a little incredible. Probably 
you are the ones who think of depreciation as a wholly physical matter which 
takes place with the passage of time. You are also the ones most likely to 
be using some form of the straight line method of depreciation. This makes 
of depreciation a truly fixed charge and little harm is done with such treat- 
ment so long as business activity and amounts of inventories remain fairly 
level. However, when we begin to move into the big cyclical sweeps which 
we experience, trouble arises. In a period of low activity we have deprecia- 
tion on idle equipment which has to be absorbed in costs or written off to 
profit and loss. The point is, that this is the stage at which to ask the ques- 
tion of what caused us to have the excess equipment. Obviously, we have 
it because we were expanding in a prosperous period. Since the prosperous 
period caused us to incur the depreciation cost, as a matter of proper match- 
ing of costs and revenues, it is the period which should stand the higher de- 
preciation cost. When the straight line method is followed the charge in 
each period becomes fixed and results in making the poor period look worse 
than it really is and the good period look better than it really is. 


To avoid all this why not use the production method of determining 
depreciation? This makes of it, or at least most of it, a variable cost, keeps 
it as a cost of production and eliminates it as a bad factor in destroying sound 
volume and profit relationships. However, recall if you will, the warning 
I gave, that this is not consistent for the reason that we may not be able to 
accord similar treatment to the other expenses classified as fixed costs. That 
is, if we once get around to accepting all fixed charges as the cost of standing 
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ready to produce, rather than as a cost of the product produced, and then 
make an exception of depreciation in continuing to treat it as a product cost, 
we would be inconsistent. Frankly, I’m willing to risk a little criticism on 
this score to be able to put some less confusing income statements into the 
hands of management. Also, I think this is just an easy step to take in the 
direction of eventually either eliminating all fixed charges from inventories 
or following another alternative which I will mention briefly in a moment. 

If you can find your way to agreeing that the straight line method of 
depreciation has a tendency to charge the wrong period with depreciation 
costs, resulting in a bad matching of costs and revenues, then it seems that 
not too much difficulty should be experienced in seeing that something of 
the same thing is happening when we capitalize fixed overhead in the in- 
ventories. Suppose a company, for perfectly good management reasons, 
decides to build up its inventories toward the end of the year In the process 
and finished goods part of the inventories, under present methods, a very 
sizeable portion of fixed overhead will be capitalized. In the following 
period, again for good reasons, the company may decide to reduce its in- 
ventories, resulting in the capitalization of much less overhead. In addition 
it may dispose of these inventories at prices which are much lower than had 
been expected. Quite obviously, this capitalization of fixed expense in in- 
ventories has the effect of delaying the recovery of fixed costs and, in a 
period of falling prices may even endanger the possibility of ever recovering 
them. (It may sound strange just now to speak of falling prices, but in case 
we have forgotten, such things do happen.) Furthermore, accountants seem 
to have an almost inherent desire to state figures conservatively, yet when an 
opportunity like this comes along, we at once become inconsistent. The 
capitalization of fixed costs in inventories which are really a function of time 
and a cost of the current period, is hardly consistent with the idea of 


conservatism. 


The Plant Supervision Point of View 
May I say that the first and foremost objective of the cost accountant 


should be that of placing cost information in the hands of the first line 
supervisor which will enable him to better control his job. If we place our- 
selves in his shoes, how do you suppose we would feel to look at reports 
containing figures over which we have no control. Particularly is this true 
of reports which contain fixed charges with no attempt to segregate them. 
Users of standard cost systems are often guilty of this, despite the fact that 
in such systems there is a flexibility which makes it easier to avoid such a 
practice. If it is the desire to have the plant supervisor furnished with the 
amounts of costs over which he has no control purely for his information, 
then surely these costs should be segregated in the report. This leaves him 
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free to tackle at once those controllable items under his jurisdiction which 
may be out of line with standards, budgets, or previous costs. 

To accomplish this kind of reporting will mean sooner or later getting 
around to distinguishing between product and period costs and a separation 
of both between those which are controllable and those not controllable from 


the supervisor's point of view. 


Fringe Costs 

These are costs which are affording us many headaches. Since they are 
directly related to the subject of product and period costs, I would like to 
make a point or two about them. First of all, in mere numbers of them, 
they make an imposing list. Vacations, pay in lieu of vacations, holidays, 
rest periods, wash-up time, change clothes time, portal to portal pay, pension 
plans, group insurance, coffee time, pay for voting time, jury service, sug- 
gestion awards, dues in various associations, just to mention a few. Cost- 
wise there are statistics available which show that fringe elements range from 
3% of payrolls in agriculture to as high as 22.9% of payrolls in the 
petroleum products industries. One point of concern to accountants in 
handling such items is a matter of whether they are fixed or variable ex- 
penses. For a specific example, consider for a moment, vacations and holiday 
pay. Just off hand, it looks as if these are variable costs. If activity in the 
plant is reduced and numbers of employees are reduced then we reduce the 
payments for vacations and holidays. This, however, is true only in the 
event that the reduction in activity is more or less permanent or at least 
effective over a fairly long period of time. In the case of a short run in 
reduced activity, which is the one most businesses experience, the direct labor 
bill does slide up and down, but the costs of vacations and holidays remain 
fairly fixed. Only vacation pay and holiday pay applicable to those em- 
ployees involved in the labor turnover of the plant could be said to be 
variable. Even on this, we bend a lot of effort to keep labor turnover at 
a minimum, hence by far the greater portion of vacation and holiday costs 
become fixed. Some argue that payments for vacations and holidays are 
simply additional payments of payroll to the laboring force and conse- 
quently, in the case of direct labor, these payments are charged to the direct 
labor account. There is a great deal of possibility that this procedure injects 
an element of fixed cost into the variable cost account, direct labor. 

The impact of what has been said is that gradually over a period of years 
we have been adding to fixed costs, in many cases perhaps without realizing 
it. It is also true, whether many managements realize it or not, that one 
of the objectives they are trying to attain is to constantly convert variable 
expense into fixed expense. Just a brief glance at a break-even chart demon- 
strates this. As industry expands and grows, it adds to its total expense and 
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usually adds faster to its fixed expenses than to its variable expense in this 
day and age of mechanization. On the break-even chart, the effect of this 
is to push upward on the left end of the total expense line, resulting in a 
widening of the profit potential area. That is what most managements want. 
Of course, the loss potential is also raised, but we dismiss that as merely one 
of the risks of being in business. 

Now what does all this have to do with product and period costs? 
Simply that a good share of fringe costs are handled as overhead items. 
When work in process and finished goods inventories are priced at the 
product costs, it means that a sizeable chunk of fringe costs get included in 
the inventories. This means a deferral of these costs to the following period. 
It takes a pretty strong imagination to think of paying men for not working 
on Christmas Day in 1952 and then say that this is a cost to be partly 
capitalized in inventories and put into costs in 1953. Rather clearly, fringe 
costs are a function of time and should be handled as period costs. Very 
likely this is the reasoning through which some companies have gone in 
reaching a decision to eliminate all overhead from inventories. 

Recently, I've been doing a little work with our New Orleans Printers. 
For many years, their trade association has made available to them a uniform 
system of accounts. It has been revised from time to time to keep abreast 
of the latest thinking in accounting. One of their interesting recent changes 
is found in the schedules of expense breakdowns which they prepare as sup- 
plements to the income statement. ‘These schedules consist of details of 
Manufacturing, Selling, Administrative, Stock Storage and Handling, and 
Shipping and Delivery Expenses. Each one of these five schedules begins 
with the direct payroll charges for that class of expense and then lists a 
number of payroll expenses. This permits the arrival at a figure called total 
Payroll and Payroll charges. In other words, what they are trying to do first 
is set up accounting sub-classifications of expense which will segregate these 
fringe costs. Secondly, in reporting to management, they have instituted 
this interesting regrouping of expenses under the main classifications in such 
a way as to highlight as many as possible of the fringe payroll costs. 


Lagniappe 

Very probably, I should end this discourse right here, but down in 
Louisiana we often talk about Lagniappe. That is simply the old idea of 
the baker’s dozen, or doing that little something extra to please and to give 
somebody their money’s worth. 

As a first bit of Lagniappe, I can only mention without time to discuss, 
a great many other items which come into play in this decision as to what 
shall be product and what period costs. Packaging costs, shipping depart- 
ment costs, costs of transportation to field warehouses, shipping and storag¢ 
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charges on interdivisional shipments, research and development costs, costs 
of royalties purchased, costs of service departments such as the cost, pur- 
chasing, payroll, timekeeping, inventory control, production control and 
other departments, cost variances under a standard cost system, adjustment 
of inventories, and many others. 

May I pick just one of these to demonstrate briefly just what is in mind. 
Take shipping department costs for instance. It seems crystal clear that this 
is a period cost. Once the goods are shipped and gone from the company’s 
control, why should any portion of shipping costs be included in overhead 
and partly capitalized in inventories to become a cost in the following 
period? A surprisingly large number of companies follow this practice. 

The second bit of Lagniappe concerns a point on which I left you hang- 
ing a moment ago. I stated that a great many items now treated as product 
costs should be handled as period costs, or follow still another alternative. 
This alternative has to do with the accounting principle of practising full 
disclosure, particularly to our own managements. If you don’t agree that we 
need to change a lot of our accounting procedure to express in the accounts 
the difference between product and period costs, then how about directing 
attention to accounting reporting. Instead of burying so many of the items 
mentioned in the inventories, why not explore the idea of giving the boss 
a breakdown in the income statement and in its supplements, which will tell 
him how much the net income is affected by including in product costs, those 
items which are really period costs? 


DR. C. N. CRUTCHFIELD 


With much regret we announce the death of Dr. C. N. Crutch- 
field, who died December 18, 1952, after a short illness. 

His constructive advice on administrative problems contributed 
a great deal to the progress of education in the province of Quebec. 

Dr. Crutchfield, who was 69, served as principal of the 
Shawinigan Falls Technical School for the past 23 years, and 


received an honorary degree for his work in the field of education 
from the University of New Brunswick in 1943. 

He was an active member of the St. Maurice Valley Chapter 
and was responsible for much of the success of the educational 
program of the Society. 

To Mrs. Crutchfield and members of his family we extend 
our deepest sympathies. 














Municipal Costing Problems... 
By Paul E. Senécal, M.Comm., C.A. 
Deputy Director of Finance of the City of Montreal 


The application of cost accounting to municipal government has certain 
limitations which the author is very careful to define. Within these 
limitations he suggests many advantages to the administration, the legisla- 


tion, the taxpayer and the investor. 


The idea of cost is natural to the human mind. Even if the word itself 
implies only the amount paid or given, engaged to be paid or given, it 
represents ultimately the efforts made to render a service or supply a product. 
In our modern days, these efforts are translated into money whether it be for 
the purchase of materials, the payment of wages and salaries, the use of 
machines and the incurring of incidentals such as taxes, insurance, rent, 
power or light, etc. 

You are well aware that it is the general practice now in industry to rely 
on cost accounting because it is considered a great advantage in administra- 
tion and control. For government officers, cost accounting is a new tool 
however. It is new, not because it is of recent inception, but rather because 
municipalities only recently referred to its use and have not, therefore, 
generalized its practice. “In recent years, the tremendous increase in gov- 
ernmental expense, the growth of public administration as a profession, 
and the common desire to secure efficient management in public affairs, 
have combined to create a significant interest in governmental cost ac- 
counting.” ? 


Accounting in Government 

As a rule, the accounting of public bodies is twofold. There is what 
I should call the tentative or estimative accounting, better known as budget- 
ary accounting, and the factual accounting. Both deal with administration 
under a financial angle. 

Budgetary accounting implies control over expenditures in accordance 
with budgetary estimates, as governed by legal provisions, but also the com- 
pilation of statistics or other information including sometimes statistics 
about “cost”, to guide in the preparation of budgets for future years. 
Revenues must be recorded in such a manner as to make possible the com- 
parison between estimated and actual revenues. Such a comparison permits 
a more accurate planning of future expenditures. 

In general, accounting principles apply as well to governments as to 
private business. It does not come within the scope of this paper to mention 
any of these. Suffice to say that the financial information derived from the 


1 M.F.O.A.—Governmental Cost Accounting 1940, p. 4. 
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accounting statements of governments appeals to four groups of persons, 
namely: the administrator, the legislator, the investor, the general public. 

Government accounting must comply with legal provisions. It must 
be kept by funds, so as to insure that assets are used exclusively for the 
purpose for which they are thus put aside. 

As in the case of commercial accounting, government accounting re- 
quires an appropriate classification of accounts. Basically, the mechanics of 
procedure, as you all know, is identical in governmental accounting to that 
used in commercial accounting. 

Most governments keep careful track of current assets such as cash and 
taxes receivable, but they do not always keep a complete and exact record 
of fixed assets such as lands, buildings, machinery and equipment: this 
occurs chiefly with respect to assets financed through revenues. The absence 
of complete records for fixed assets hampers the control over them. 

In government accounting, it is most important to report for each fund 
separately, each being a separate entity. There will thus be statements show- 
ing the assets, liabilities, reserves and surpluses, revenues and expenditures, 
identified for each fund. 


Cost Accounting 

“Cost accounting is that method of accounting which provides for 
searching out and recording all elements of cost incurred to attain a purpose 
to carry On an activity or operation, or to complete a unit of work or a 
Specific job”. 

In industry it is the production of tangible articles which is at stake 
or the supply of specific services to persons who expressly asked for them. 
The object of governments is to render general services to the population, 
services that can be distributed over the whole territory without particular 
request being made for them from people who are to receive them and 
without knowing to what extent they will use them. This basic difference 
explains in part the difficulty which is met when trying to introduce unit 
cost accounting in the municipal field. It also explains the non-usefulness 
which it sometimes would bring about. Whilst industry can look at unit 
cost as an instrument that will guide its production, municipalities could not 
always go by the findings of this accounting technique because they are not 
at all times free to render a service or to render it in a certain sector and 
not in another. 

Elements that enter into the making of costs may vary whether these 
apply to private industry or to governments, although basically they are 
about the same. Governmental accounting may go without certain fixed 


2 M.F.O.A.—Standard Practice in Municipal Accounting 1937, p. 37. 
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charges like interest, tax and depreciation charges, yet these charges have to 
be incorporated in cost accounting. 

For memory’s sake, let me mention the different kinds of cost account- 
ing. From one angle there are the specific order or job order cost and the 
continuous process cost. From another angle there are the actual cost and 
the standard cost. 

From still another angle, there are the direct cost which includes ex- 
penses for labor, material and equipment directly applied to a particular 
article, service or process, and the indirect cost which comprises all the ex- 
penses that cannot be readily applied to a given activity at a given time. 
One of the elements of this indirect cost is depreciation which financial 
accounting considers as a refund of working capital. 

In cost accounting, depreciation charges have a very definite purpose, 
they serve to distribute the cost of fixed assets over the activity for which 
they are used. From this assertion, it becomes evident that in governmental 
cost accounting depreciation charges would have the same importance as that 
which they have in private business. The trouble is that these depreciation 
charges are not computed at present, could not be computed easily, and at 
any rate would have to be computed outside the general accounting system. 

A problem that deserves a very careful study before cost accounting is 
put into practice is that of measurements of performance. These measure- 
ments have taken a more important place in business and recently they have 
aroused interest in government circles, because of their possible use in re- 
porting, in budgeting and in personnel classification. Performance standards 
are necessarily measurements of quantity and not of quality; they must be 
suited to the type of work involved, they must account for the quantity of 
work performed and not only for efforts supplied and, lastly, they must 
be suitable for accounting purposes. 

However, municipal units of service raise a problem. Owing to the 
condition in which a municipality must fulfill its obligations, some of its 
work toward the welfare of the population may in certain cases not be 
economical, and yet nobody can do anything about it. For example, one 
City might find that the collection of garbage in an apartment zone seems to 
have an overall cost that is higher than the collection in a bungalow zone. 
If the unit cost is arrived at, this City may find that the collection per ton 
is cheaper in the apartment zone due to the spreading of overhead charges 
over a greater number of cost units. On the other hand, the unit of service, 
in each zone, although pertaining to one dwelling, will not have the same 
value and therefore will show a different picture altogether. Yet in either 
zone, the garbage collection will have to be made, irrespective of cost. 
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Need for Cost Accounting 

Cost accounting in government would give the cost of services rendered 
to the public. Like any other tool of administration it will have to be 
handled properly. 

Directors of departments would use it to ease the control of the work 
done by their subordinates and to check the output. Cost accounting would 
simplify greatly the supervision of every department and supply legislative 
bodies such as Councils and Legislative Assemblies with knowledge on costs 
that would make less difficult the distribution of appropriations, allotments, 
subventions and grants. 

Citizens themselves, as ratepayers, perhaps could be the ones that would 
derive the greatest benefits from it because it would tend to direct public 
administrations toward a relative reduction of public expenditures in pro- 
portion with the importance and number of services to be rendered. As 
it does in private business, it would insure efficiency in administration and 
economy in expenditures. In actual conditions it would show the adminis- 
trator and the public if they get the best service possible for the amount of 
expenses incurred. This would be made possible by the use of summaries 
and reports on cost, documents that form the link between cost records and 


the managerial or public use of available :nformation. 


Cost accounting would enable the administration to determine at what 
particular point in the execution of work there is a decrease of efficiency or 
a loss. This would be achieved by the issue and study of periodic cost 
reports such as summaries of unit costs (whenever available), summaries of 
labor expenses, summaries of equipment rentals, and summaries of material 
used. The comparison of these summaries with estimates of cost, of ex- 
penses to be incurred in connection with work to be done or service to be 


rendered, would disclose any discrepancy between estimates and actual data. 


Cost accounting would provide a means of control over expenditures 
since it would show not only the amount of money expended, but also, the 
quantity of work done for such sums. Cost specifications should be shaped 
to meet the requirements of the particular executive to whom they are ad- 
dressed, especially the controller, in view of alleviating his task. 

Cost accounting in municipalities could protect public administration, 
and therefore, the ratepayer against the loss or waste of materials and time 
and against idleness of equipment, which is always burdensome. By com- 
paring costs with standards of achievements or with past performance it 
would be possible to determine if the output has been good or bad and to 
what extent. Costing data would include reports on spoilage of materials 
and supplies, information as to materials and supplies used and as to in- 
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ventories on hand, and would comprise also analyses of idle labor and non- 
effective time and analyses of idle equipment. 

When the administrator must exercise an option in the choice of one 
method in preference to another, it is cost accounting which would show 
him the respective advantages of the two lines of conduct. This would be 
done after consultation of cost reports and comparison of these with esti- 
mated cost or projected ways of action. 

Cost accounting would supply very precise information on the results 
of previous years, which would be used in the preparation of budgetary 
estimates for the ensuing years. It would help to determine, in a more 
certain way, the appropriate charges to be attributed, either to the public 
or to the different administrative units, for services to be rendered. Finally, 
it alone would inform the public about the quantity of services rendered, 
about their unit cost and about the comparative cost of different govern- 
mental activities. These are the main reasons which favor the introduction 
of a system of cost accounting in the organization set-up of public ad- 
ministrations. 

In adopting cost accounting, governments would have to comply to 
budgetary procedure as well as to cost accounting procedure, so that cost 
accounting statements would reflect the portion of those indirect charges 
that constitute an element of cost, at present scattered in the expenditure 


c..imates. 


Is Cost Accounting in Municipalities Desirable? 


Cost accounting is by no means a universal remedy for all municipal 
headaches. This explains why although its place is prominent in private 
business, where it gets along on friendly terms with financial accounting, 
it has not been generally introduced as yet into the municipal field where 
it would cause, in the opinion of many, some squeaking of the delicate 
administrative mechanism. 

The budget has for foundation the financial municipal program and the 
latter, in turn, the work program. This means that the work to be done 
in a certain year, the salaries to be paid and the expenditures to be incurred 
during that year all have to be met out of the revenues derived from the 
taxes levied. Capital expenditures are carried on through revenues by ex- 
ception and through borrowing for the major part of them. It is evident 
that the budget in its present form and with its legal background is unable 
to supply all types of information required to permit the keeping of a 
complete unit costing system, unless this system is kept separately from the 
financial accounting system. 
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Is the introduction of a complete municipal unit costing system alto- 
gether desirable? The answer may be no. On the one hand, it is difficult 
for municipalities to establish very precise costing data which are beyond 
criticism. On the other, costing rests on personal appreciation to a large 
extent; this is easily dealt with in private business; it is not so in public 
bodies where the line of authority and the organization structure are not 
simple. 

It would be difficult to integrate a complete unit cost system with the 
present financial accounting set up. Apart from the fact that accounts are 
kept along the lines of budgetary estimates and appropriations, there is a 
strong doubt that administrations would refer to unit cost reports; on ac- 
count of the huge quantity of work required and of the size of the ad- 
ministrations concerned, the compilation of these reports would supply 
information that might be available too late to be useful. There is also to 
determine what organization will have the function of determining the rules 
to be followed in the establishment of the system with respect to the dis- 
tribution of overhead charges and depreciation rates. 

As conditions are at present, municipalities do not rely on unit cost 
accounting and the trend is not toward its adoption within the near future, 
at least, in a general way. However, some of the types of costing mentioned 
a while ago such as the job cost or the direct cost could be and in certain 
cases are part of the municipal accounting set up. With this in mind, the 
performance budget is a step forward toward the introduction of cost ac- 
counting as a standard practice in the municipal field. 

A release published in the “News Letter” of September 1, 1952, semi- 
monthly publication of this municipal association, concerns the adoption by 
the State of Maryland of this type of performance budget. This will apply 
to the estimates of the 1954 fiscal year. I quote from this release: ‘Work 
programs specified will be the basis of the appropriations sought from the 
legislature. Emphasis of the new budget will be upon purpose, function, 
activity or project rather than upon things bought. Budgets presented by 
the departments will be examined on the basis of work programs to be 
carried out, their cost, the availability of funds and the objects of expenditure 
. . . To implement that policy the instructions state that the budgetary base 
for justification of estimated financial requirements is zero; that the fact 
work has been done in the past and funds appropriated for it does not alone 
constitute a justification for its continuation.” 


Conclusion 


The use of cost accounting as well as its utility is limited like that of 
any other control device. This limit is far enough, however, that municipal 
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governments can, for quite some time, look to it for the solution of many 


administrative problems. 


As already suggested, an adequate municipal costing system may not 
necessarily be along the lines of the standard cost type. Due to budgetary 
legislation, a vast amount of the statistical data needed for the following 
up of such a system is already available as supporting evidence of budgetary 
requisitions. With respect to these data, there should occur, of course, a 
transfer of authority so as to place them within the scope of the accounting 
department. 


One may say that municipalities have to face a dilemma: on the one 
hand, increased services under the pressing demands of ratepayers, and on 
the other hand, the difficulty for them to enlarge their field of taxation. 
This situation may force them sooner than other governments to call upon 
cost accounting definitely. Thus they will be able to determine the cost 
of services rendered to the ratepayers and give them a truer picture of what 
is done with their Tax Dollar. In such a case, this Tax Dollar will not be 
apportioned only by departments but also along the more appropriate lines 
of municipal activities: overhead and administrative charges being dis- 
tributed logically over the different services rendered, reflecting their over-all 
cost. 

The increase in municipal services flows from two sources: in the first 
place the rendering of new services resulting from a desire for greater wel 
fare from the population and in the second place, the increase in the cost of 
services already rendered resulting from the inflationary cycle through which 
we have been passing during the last decade or so. In each case, the cost of 
public services rendered should prove most beneficial, to be able to make a 
judicious choice between them so as perhaps to climinate or combine those 
that are not economical, to revise the scale of contributions so that it will 
be more in accordance with the cost of each service, to establish a distribution 
of charges which will be in conformity with the use made by ratepayers and 
lastly to justify the rate of municipal taxes both actual and contemplated. 

Municipalities follow a standard classification of accounts along the lines 
of the one suggested by M.F.O.A. This classification, which records muni- 
cipal operations according to functions and activities, permits comparisons 
between different cities, allows for the compilation of statistics of various 
types and could supply the costing office with valuable matters in connection 
with its work. 

As things stand now it looks as though everybody in the municipal field 
is in favor of cost accounting of some sort for the recording of the cost of 
municipal work programs. To realize this desire, there remains to be estab 
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lished the kind of system that meets with municipal budgetary and financial 
requirements and at the same time with costing requisites. 

At this stage, municipal administrators and officials need the enlighten- 
ing support of costing experts such as are grouped within S.I.C.A. and others 
of equal standing. 

In searching out the appropriate costing device, two objectives must be 
kept in mind: to provide accurate information and to establish the true cost. 
The existing records can fulfill a part of the first objective. For the re- 
mainder, municipalities will have to rely on other records. In fact, as their 
financial structure is such that they may not establish depreciation reserves, 
it will be necessary for them to record not only the total amount of capital 
assets but also each element of this total so as to determine adequate de- 
preciation records that will help in establishing compensatory charges for 
the use of those facilities and in figuring depreciation rates. 

After having defined what is a costing system from a municipal stand- 
point and having determined if the units of measurement should be estab- 
lished at the level of the municipal activity (in classification terms), or at 
another level, it should be rather easy to ascertain the true cost, thus fulfilling 
the second objective. 

To reach their purposes of rendering services to the general public, gov- 
ernments must be organized on an efficient basis with respect to the quality 
and quantity of work performed. 

Management, men, machines and money, which are factors necessary 
to organizations, public as well as private, for the accomplishment of their 
functions, are also factors of efficiency. It is the duty of management to 
direct, coordinate and control the use of the three others. Let it now be 
accepted that among the instruments of control in public bodies, cost ac- 
counting ranks as the next step to be followed. 

As time marches on, it is my deepest impression that it directs us slowly 
but faithfully toward the general acceptance of a certain type of cost accoun- 
ing as a standard administrative procedure for governments. 
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Student Section... 


CORRESPONDENCE 
Sir: 

I always enjoyed going over the problems given in the student section of ‘Cost 
and Management” and, although I must admit that I would have had a lot of difficulty 
on the problem of capitalization in the October issue, I have one point which I would 
like to bring to your attention. 

It would appear that interest paid on bonds, the proceeds of which will be used 
to reduce capital stock, will not be allowed as a deduction from income by the tax 
authorities. For my objection to this point in your solution, I refer to Gilmour's 
Income Tax Handbood 1951-1952, page 182, where it states clearly that if a company 
borrows money and uses the funds received to reduce its capital stock, the interest 
due would not be allowed as a deduction from income. A. Deveault. 

Farnham, P.Q. 
REPLY: 

The point which you have raised in regard to the allowance of interest on bonds 
in computing the taxable income where the bonds have been issued for the purpose 
of redeeming existing preferred shares is dependent upon the interpretation of the 
Act governing the allowance for interest. Although the interpretation which Mr. 
Gilmour has presented of Section II (1) (c) of the Income Tax Act would appear to 
be in order, some question might be raised and until the item under consideration 
has been considered by the Courts, it is doubtful that any definite statement can be 
made. On the basis of the statement which is made by Mr. Gilmour, the solution 
presented in the October issue of Cost and Management would show the item of 
income tax at $135,000 and the residual earnings applicable to common at a figure of 
$91,200. I would not like to advance any specific argument against the stand which 
has been taken by Mr. Gilmour, but it does appear that the interpretation might be 
made of the section referred to, which would result in allowing the interest cost as 
a deductible item in determining taxable income. 

J. D. Campbell, C.A., R.I.A. 
Sir: 

I am raising a question about the solution offered for the second question in the 
student section of the October 1952 issue of C & M. 

Proposal (a) will bring in to the company only $464,000 and so it would seem 
to be stretching the problem pretty far to assume that this amount could be used to 
redeem all of the 7% cumulative redeemable preferred shares of a par value otf 
$600,000. 

George Bullen. 
Chatham, Ontario. 
REPLY: 

The point which you have raised appears to be well taken and was considered 
in the original drafting of this particular problem. It was felt that the deficiency of 
$46,000 would well be provided from current working capital. It is realized, of 
course, if this were done that the effect of the proposal upon earnings, set out under 
Proposal A, should have actually been adjusted for a reasonable cost of acquiring the 
amount of $46,000 provided out of working capital. 

I trust the above comment will satisfactorily answer the question which you 
have raised. It might be pointed out that in the papers examined in answer to this 
question no student raised the point which you have mentioned. 


J. D. Campbell, C.A., R.I.A. 


38 








a 


on K 





STUDENT SECTION 
ACCOUNTING I — 1952 EXAMINATION 
Comments by J. D. Campbell, C.A., R.LA. 


QUESTION VII (6 marks) 
R. Mooney’s salary is $50 a week. 
(a) The weekly stamp for unemployment insurance is $1.08 which is shared 
equally between employee and employer. 
(b) Income tax deducted at source is $2.00. 
(c) The firm has an approved 8% pension plan with the employer and employee 
each contributing 4%. 
Required: 
Record the above information in general journal form (for 1 week). 


SOLUTION TO QUESTION VII (6 marks) 


Wihemmlopment insurance: <c.cc.cisicssclescctesedsssncdsasictesueuceansions $ 1.08 

acct sd rade sse a aco naps tose cians saae Segue tae Matec acta : $ 1.08 
To record purchase of an unemployment insurance stamp 

SRM asics csvret ices ss tude saree tae cases rea ca nance eee ca oa ; 50.00 
Unemployment tnstieanee? 5.6.6. .ccssesedc:-vvceses coussacestvvecntuvcare 54 
Employees income tax payable . Be Oporto: 2.00 
Reseive fOr: PEnstOnsiiscvssisscsrericcieseiasseussass ws tiene 2.00 
CS 2ei sig ceensiae tatenveee arate Retreats ' ete 45.46 

To record salary showing deductions 

RGrisig ar G8ONSE «cick. osscicsscirensccceecnacecerees Nicactstisteeeed Geeta 2.00 
RESEEVE LOE PENSIONS scien. ccescsstsannescicssecigsigss amt tenes 2.00 


To record employer's contribution to pension plan 


COMMENTS: 

This question was not well answered and indicated that the student failed to 
recognize that in the recording of the transactions the company included those 
transactions which they carried out as agents of the employee. In the case of the 
unemployment insurance the portion applicable to the employer will represent an 
expense. This also applies to the employer's portion of the pension contribution. It 
was noticeable that where a student understood the principle with which he was dealing. 
that he had no difficulty with the entry even though the entries did vary as between 
students. 


QUESTION VIII (10 marks) 
Explain the following terms:— 
(a) Par value 
(b) Limited liability 
(c) Book value 
(d) Market value 
(e) Issue capital 


SOLUTION TO QUESTION VIII (10 marks) 


(a) Par value represents the nominal value which is referred to in the letters patent 
or supplementary letters patent of the company and is set out on the face of the 
certificate in the case of shares or bonds. It bears no relationship to the market 
value or the book value of the certificate. 
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(b) Limited liability is the term used to indicate the position of the shareholder in 

respect to the creditor of the limited company. The company has no limit of its 
liabilities other than as an individual, the limitation exists on the basis of the 
assets to which it holds title. Im the case of a shareholder his liability to the 
company is limited to the extent of the unpaid portion of his agreed upon 
contribution to the company. 
Book value of a share of a certain class is computed by dividing the total amount 
of the share capital and surplus applicable to that class by the number of shares 
of the class outstanding. The book value is normally referred to as the assets 
less the liabilities. 

(d) Market value represents the price at which a share can be sold in the open 
market. It carries the aspect of arm’s length evaluation. 

(e) Issued capital represents the value ascribed or the number of shares in a company 
which have been allotted whether or not they are fully paid up. 


COMMENTS: 

The major difficulties which were encountered by the students in answering this 
question arose from the fact that certain of the terms set out had a wider application 
than to the proprietorship aspect of the limited company. Where definitions were 
presented applicable to other than this particular section, the student was given credit 
providing the definition submitted was logical. 

The answers submitted would indicate that the student was not too clear as to 
the meaning of the terms defined, and, therefore, ran into difficulty when an attempt 
was made to express himself in this respect 


FUNDAMENTALS OF COST ACCOUNTING — 1952 EXAMINATION 
Comments by A. V. Harris, C.A., R.LA. 


QUESTION 1 (8 marks) 

(a) Describe four methods of distributing manufacturing expense to cost of 
production and state the conditions under which each method could be used 
to advantage. 

(b) Distinguish between the following types of overhead expense and give four 
examples of each 

(1) Fixed 
(2) Variable 
(3) Semi-Variable 


COMMENTS: 

The Answer to the (a) and (b) parts of this question are readily available in 
the recognized cost accounting texts. The question was an elementary one, and most 
students obtained good marks. The chief omission, according to my notes, was in 
now supplying examples of different kinds of overhead. This was rather surprising, 
for it was the opinion of this examiner, that examples would be forthcoming without 


effort. Apparently not! 








